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TAXATION, RISK-BEARING AND INVESTMENT. 


It is, I think, generally accepted that the capital equipment of 
Britain has fallen behind some of the main industiral countries. The 
argument for an intensified programme of capital investment, at 
least in the transition period, is convincing. The methods proposed 
are, however, at issue. 

“ Classical’ economists—implicitly—assumed that the supply and 
demand for savings will be equated at full employment. Therefore, 
in their system, the demonstration that taxation was inimical to saving 
was sufficient to prove that it tended to reduce capital accumulation 
and thus retarded economic progress. 

The neo-orthodox, Keynesian, approach has, for various, historical, 
reasons been preoccupied with the deflationary gap and under- 
employment. It has paid less attention to the planning of full 
employment. Its view that investment necessarily creates the savings 
‘needed’ for its ‘ finance’ tended to obscure the fact. that once full 
employment is attained and total expenditure is still increasing, the 
question would inevitably arise whether equilibrium should be re- 
established (a) by the decrease of investment, or (2) by an increase of 
voluntary savings, e.g. by savings campaigns, or (c) by enforced collec- 
tive savings, t.e. taxation, or finally (d) by induced private saving, 
i.e. through rationing. Which of these methods is appropriate would 
depend on the historical situation and on the aim of policy, but must 
be discussed in detail. 
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Secondly, the protagonists of this view often tended to overlook 
the fact that the quantity and distribution of savings among the 
different classes of the population may have an important bearing 
on the volume and steadiness of investment. In this article we shall 
therefore enquire— ot 

First into the effects of taxation on risk bearing, 1.e. the willingness 
to undertake investment, and , 

Secondly its effects on the volume and distribution of savings, 1.¢. 
the capacity and willingness of the saver to hold risky or safe assets. 
An increase of savings, if they were likely to run to waste and result 
in unemployment, would be of no avail. At the same time it is possible 
that without further reforms the undertaking of the necessary invest- 
ment cannot be expected. 


I. SAVINGS AND INVESTMENT IN GREAT BRITAIN, 1911-38. 


There can be no doubt that savings both absolutely (and relatively 
to national income) have substantially fallen since 1913 and that, 
at the same time the economic progress of the country relatively to 
other countries has also shown a decline. Part of this is explained by 
the startling change in the country’s foreign balance at a time when 
its traditional export markets were endangered both by the rapid 
progress of overseas countries and by the relative failure at home. 
In the most depressed (and relatively least progressive) economic 
branches, the failure to rationalise production was due at least to 
some extent to the fear of increasing unemployment. It is in the 
protected prosperous and expanding industries that the increase in 
productivity and employment had to be looked for. It was the failure 
in these new industries to expand and absorb the unemployed, thus 
forcing (or enabling) the older industries to set their house in order 
without aggravating the problem of the ‘special’ areas, which has 
to be explained and remedied if a recurrence of the troubles of the 

inter-war period is to be avoided. 

In spite of this sharp relative and absolute decrease in savings the 
instability and the under-employment of the system increased. There 
is, therefore, an a priori indication that the relative incentive to invest 
fell. Until 1931 it might be argued that this was mainly due to the 
high rates of interest. After that time (or at least after 1934, when 
the rationing of home issues was discontinued), however, that factor 
cannot have played a significant role. 

The most striking developments were the worsening of the balance 
of payments which changed the positive balance of £320 (£160—r90) 
millions! (in terms of 1924 prices) in IgII to a negative balance of 
almost £80 millions (also in terms of 1924 prices) in 1938, ie. a change 
of between £240— 400 millions. This accounts for almost the whole 
in the decrease in net investment (and savings). While actual home 
investment fell considerably relative to national income (from 11.1 
to 7.5 per cent), absolutely it remained almost constant (with due 
consideration of price changes). 


1 Cf. note 10 of following Table. 
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TaBLe I 


National Income, Investments and Savings in Great Britain, 1911, 1924 and 1938. 
(in millions of {£) 


1911 1924 1938 
1. National income 1988! 3,803 » 14,3501 4,619 
ditto in terms of 1924 
prices 3,750 3803 4,830 5,130 
2. Investment gross 50519 715 
ditto in terms of 1924 
prices 954 800 
3. Investment net 32019 475 275% (342)* (320)5 
ditto in terms of 1924 605 475 305 (380) (355) 
Ast asil, OF 25.4 16.4 
5.3.88 86.08 1 16.8 12:5 6.3 5.957a 7.48 
6. Increase in home assets 220 319 345 (365)° 
Ditto in 1924 prices 396 319 383 (365)° 
7. Increase in foreign assets 1001° 156 —70 
Ditto in 1924 (190)a@ (160)2° 156 =78 
8. Undistributed profits 115 205 170 (240)8 
Ditto in 1924 prices 219 205 190 (270)® 
9. ‘ Other net saving’ 205 270 172 
(residue)b 
Ditto in 1924 prices 386 270 190 


Sources: A. L. Bowley, The Division of the Product of Industry, 1921; and Sir J.Stamp, 
The National Income 1924; and Studies in National Income (N.1.E.andS.R.); The White 
Paper Nos. 6520 and 6623 and N. Kaldor The Quantitative Aspects of Full Employ. 
ment Policy. The price index used was (1924=100) 1911=52.9 and 1938=—90. 
This might not have been appropriate for an index of the real value of investment, 
especially abroad. Under (a) therefore the valuation was based on 1911=—65, the 
import price index. The terms of trade have changed almost consistently in favour 
of Britain. (b) for 1911 and 1924 arrived at by subtraction; for 1938 from the White 
Paper. 


1Bowley ; *White Paper; *Net increase in assets; ‘Private net saving according 
to White Paper; ® Net investment according to White Paper (CMD 6520 p. 9) ; 
If changes in the value of stocks are disregarded this rises to £365 millions ; ® Accord- 
ing to Kaldor (op. cit. p. 359); *%over?; ®4over?; *® Net private saving incl. 
tax reserve. 1°According to Bowley foreign investment amounted to £194 millions. 
In that case net total investment would be £414 millions and gross investment £599 
millions. In terms of 1924 prices this is equivalent to £320 (362) and £780 and £1,030 
millions respectively. 


Potential full employment savings (disregarding any impact effect 
on the balance of payments) might have been some £100 millions more 
than those actually achieved in 1938.1 Even if such—potential— 
expansion is taken into account the total thus achieved would have 
represented a relative fall as contrasted with Ig11I in terms of the 
national income (from 11.1 to 9.6 per cent) though it would have 
represented an expansion in absolute volume of about 12 per cent. 

If we then analyse the distribution of actual savings between un- 
divided profits and ‘other’ private saving the result is equally striking. 
There has been no appreciable decrease in terms of actual purchasing 
power in undistributed profits between 1911 and 1938. Indeed if we 
follow Mr. Kaldor in adjusting profits for price changes,? they have 
appreciably increased (i.e., from £219 to 270 millions). It must not 


1 Kaldor op. cit. p. 358/9. 2 ibid. p. 360. 
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be forgotten, moreover, that the general movement of prices does not 
reflect accurately the changes in the purchasing power of sterling over 
capital goods. The technical progress tending to depress the price 
of instruments of production of a given efficiency was marked through- 
out this period. On the other hand the cost of the most efficient 
machines available in any given industry must have increased markedly 
with the introduction of mass-production methods. 

Whatever quantitative importance we may attach to each of these 
quantitative factors it is certain that the undistributed profits were 
amply sufficient to finance such investment as was undertaken in 
industry in 1938. According to Cmd. 6520,) investment in fixed 
capital was as follows : 


TABLE WILL. 
Private Investment at home in 1938. 
Gross Allowances Net 
invest- for mainten- invest- 
(£ millions) ment. ance, depreci- ment. 
ation, etc. 
Fixed capital, works, etc. :— 
(a) Public utilities Ee at ve 145 - 80 65 
(b) Other branches of activity, including 
house building ... sais Bae 
(7) Buildings ae as 4a 360 105 255 
(ii) Plant and machinery sate 120 am LOG 20 
(111) Other fixed capital, etc. occ 65 55 10 
690 340 350 


To this might be added £15 million net and £50 million maintenance 
and depreciation expenditure on highways and bridges the inclusion 
or exclusion of which does not affect the argument, however. By 
far the largest part of home investment consisted of buildings. Of 
this house-building and connected public works must have absorbed 
at least {200 millions. More than 330 thousand houses were built 
that year. Most of this investment must have been financed by the 
banks, building societies and insurance companies if not out of direct 
private savings. This leaves only {150 millions of net investment 
unaccounted for. 

But undivided profits, as we saw, amounted to at least {170 
millions while in the same year some £75 millions of industrial and 
public utility issues were made on the Stock Exchange. Apart from 
this, private companies with £120 millions of capital were incorporated. 
Part of these issues, of course, were used to pay a large part of the 
financial expenses involved in the transfer of property which, accord- 
ing to the White Paper amounted to £66 millions in all. Some of the 
accumulating reserves were no doubt used for financial purposes. 
Even after full allowance has been made for all these factors there were 
ample means in the hands of the larger companies to undertake a 
multiple of the investment they actually undertook and certainly all 
investment they wished to undertake especially if we bear in mind that _ 
out of the say £150 millions of fixed investment (apart from buildings) 


1Table D. p. 9. 
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at least £65 millions are accounted for by the public utilities which 
were, in the main, not carried by undistributed profits. 

We must conclude, therefore, that there is no reason to believe 
that the second effect of the pre-war taxation policy, the effect of 
reducing the investment capacity of the taxpayer had a deleterious effect 
on investment as actually undertaken by established limited liability 
companies. It is probable that it was the decline of the willingness 
to anvest which was responsible for the decline in the relative quality 
volume of British capital equipment. 


2. TAXATION AND INVESTMENT. 


We have shown in an earlier paper that entrepreneurial income is 
of a character which permits unfavourable reactions (i.e. abstinence 
from effort, in this case risk bearing) if direct taxation reduces marginal 
income. Entrepreneurs when deciding on investment will weigh 
prospective net profit after taxation, and prospective possible losses. 
Faced with progressive taxation and (if reconstruction is to be suc- 
cessful socially and economically) with controls over their wage and 
price policy, entrepreneurs will, in their turn, be fearful to venture 
their capital and risk losses. They hesitate to risk their capital 
willingly if their losses are limited only by the size of their capital 
while the profits are curtailed by State regulation and taxed heavily. 
Hence they will choose safe investments and might even slowly liquid- 
ate their present real investment by refusing to use depreciation 
allowances. Thus a deflationary bias will be imparted to the economic 
system. 

It should not be forgotten, however, in this connection that the 
British tax laws were already before their amendment by no means 
as unfavourable tu the finance of capital renewal out of profits or of 
expenditure on research as was commonly made out. Companies 
could elect to choose a replacement standard, 7.e. charge against their 
current profits capital equipment in fact replaced year by year. Thus, 
if replacement takes place at irregular intervals and is not distributed 
over the whole period the firms will lose the interest on the tax payments 
which really represented instalments to the eventual amortisation of 
the plant which takes place at the end of the period. For example, 
if the whole of the plant has to be replaced at the end of five years 
but none is replaced in the first five years, the firm will charge it against 
the profit of the fifth (or subsequent years), but will have to pay 
tax on the amortisation reserves above the ‘ standard depreciation rate ’ 
in the first five years, thereby losing the interest on these ‘ excess 
payments.’ It cannot be pretended that this is a grave deterrent. 

If entrepreneurs did not make use of this expedient—and the 
relation of volume of undistributed profits and depreciation charges 
to actual investment shows that they did not—it was because they 
were of the opinion that they could hold their own with less deprecia- 
tion than permitted by the Inland Revenue authorities on a percentage 
depreciation basis. : 

There can be no doubt that there were many fields—especially 
light industries, chemicals—whose more vigorous expansion could 
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have offset largely or completely the inevitable decline of the older 
staple industries. In these ‘new’ industries the consequences of 
taxation might have been felt in starting new enterprises. The London 
market was ill-adapted to provide capital for small firms or for untried 
processes. In the pre-1g14 structure these were largely financed 
locally. This local market decreased or disappeared largely as a 
result of social changes (—the decline in direct interest of the former 
entrepreneurial classes—) and technical developments (—the increase 
in size of optimum units of production—). The decrease in risk 
bearing’ savings as a result of taxation might have played some role 
because it partly prevented the rapid building up of small firms and 
partly reduced the saving out of ‘income’ of well-to-do and enter- 
prising individuals. The entry into industry thus became increas- 
ingly difficult. But there can be little doubt that the growth of the 
importance of limited liability companies, the increasing predominance 
of financial rather than industrial directors was a much more serious 
factor in the decreasing relative efficiency of British industry than 
taxation. The large companies could, and did not, make full use of 
their investment capacity. treed 

Nevertheless in a system where private enterprise is to play a 
role and as long as, and to the extent to, which we rely on the profit 
motive to supply the driving force to economic activity, such a relation- 
ship must be established between prospective net gains after taxation 
and possible losses as will appear tempting enough to entrepreneurs 
to venture their capital. This does not exclude some reduction as 
contrasted with previous periods in the ratio of the chances of net 
profits to the chances of losses. Entrepreneurs, if they have no 
alternative outlets for their capital (and the control over capital 
exports will have to be continued for other reasons) will in time come 
to regard a less favourable ratio as normal. 

The solution of the problem of increasing private investment could 
be attempted from two directions. It would be possible, first, to 
diminish risk. We might, secondly, attempt to mitigate the incidence 
of the tax on marginal risk-bearing, 7.e. increase marginal profit net 
of tax.! 


(1) The Diminution of Risk. 

A method which may be envisaged is the accumulation of reserves 
against economic (as contrasted with technical) depreciation, either 
by the industries themselves under Government supervision, or by 
the Government. These reserves could be used to pay compensation 
(though obviously not in full) to necessitous firms suffering as a result 
of changes in production technique or sudden alterations in demand., 


1 We must, however, bear in mind that reforms tending to reduce risk do not 
more than stimulate private investment until the expected return on capital invest- 
ment will be (through the increase in the stock of capital) reduced so as to discourage. 
further investment even at the new and smaller risk premium, Once this is accom- 
plished new stimuli will have to be undertaken or consumption stimulated. Cf. 
M. Kavecki, Three Ways to Full Employment, in Economics of Full Employment 
(Institute of Statistics, Oxford), pp. 50-53 

* They might also be used to grant temporary subsidies to firms to enable them 
to remain in production until alternative outlets could be found for manpower and 
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This method would be a peace-time counterpart of the policy of 
concentrating unessential industries and would constitute, both 
internally and internationally a means for a moderate reform of the 
economic system. It would permit the elimination of high cost pro- 
ducers without nationalisation, and without general distress and 
bankruptcy, and thus provide a basis for continuous economic progress, 

The cost of reducting risks must be regarded as the incidental 
expense to the community of maintaining private enterprise where 
it is thought to be desirable and yet avoid an otherwise almost 
Irresistible pressure by private entrepreneurs (and labour organised in 
Trade Unions) to ‘regulate markets’ to the detriment of efficiency. 
After all, a cartel regulation of prices means nothing more than elimina- 
tion of the risks of enterprises financed not by a differential levy, but 
by such increase in prices as would eliminate the threat of bank- 
ruptcy to the highest cost producer. This enables the lower cost 
producers to accumulate huge profits without equivalent services to 
the community. Partial compensation paid to high cost producers 
only would largely avoid this effect and eliminate the threat of grave 


distress which now seems to render reform and progress politically 
difficult. 


(it) Modification of the Taxation on Marginal Income derived from 
Risk-bearing. 
. The second set of proposals would attempt the restoration of a 
-more favourable risk/profit ratio by modifying the incidence of taxation 
on marginal risk-bearing. 

(a) The first of these reforms would merely put an end to the dis- 
crimination which the present British income taxation puts on risk- 
bearing. Losses can be carried forward under existing laws. But 
income-tax is assessed yearly. If profits fluctuate violently, being 
high one year and small (or negative) the next, the owners (and share- 
holders) of risky enterprise pay, under a progressive income-tax (and sur- 
tax) system, a heavier tax than those who enjoy an average but steady 
income of the same aggregate amount. The tax therefore discourages 
additional risk-bearing and entreprise. Relief could be obtained in 
two directions; on the one hand the practice of averaging profits 
over a period of years could be extended (as in the case of E.P.T.) to 
income and surtax. This would tend to reduce discrimination against 
risky investment. In addition it would be possible to permit, irres- 
pective of replacement, the charging against profits, for personal 
tax purposes, of capital expenditure which subsequently turns out to 


capital. This latter is especially important in connection with the re-establishment 
of foreign markets and the use of excess capacity in certain (e.g. heavy engineering) 
industries for the purpose. More satisfactory safeguards than have hitherto been 
elaborated (e.g. the failure of the Import Duties Advisory Committee in enforcing 
reforms promised as a counterpart of granting tariff protection would have to be 
worked out to prevent fraud and bolstering up of inefficient or hopeless industries 
and firms. 

1 The finance of compensation should preferably be borne on the General] Budget ; 
an alternative would be to put a (differential) levy on the profits of the industry 
itself. The latter methods would constitute a direct tax on profits and have un- 
favourable reactions on investment. 
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have been uneconomic and loses its value. This measure ought to 
limit risk so as to make it more commensurate to the profits reduced 
by elimination of monopoly and progressive taxation, = 

(b) Mr. Kalecki proposed to replace a part of the existing income 
tax by a modified income tax. This modification entails the assess- 
ment of the income tax on the basis of gross income, #.e. profit before 
depreciation and obsolescence. On the other hand, all investment in 
real capital irrespective of its nature could be charged against taxable 
income. By this method the gross profit rate on new capital invest- 
ment (in existing business) remains as if there were no income tax in 
existence, as the cost of new investment is reduced by the same 
proportion as the rate of tax. be 

This method would, undoubtedly alter the marginal incidence of 
income tax on capital which has already been committed by investment. 
It does not, however, affect the risk/net profit ratio for capital which 
is yet ‘uncommitted,’ 7.e. new savings ‘not in the business’ which 
it would be very important to encourage. It is true that the price 
of capital goods bought out of gross profits would be smaller. But 
that does not alter the fact that if losses emerged in new ventures 
they would have to borne by the ‘ new’ investor while profits remain 
taxed. The rate of net profit on ‘ first’—thus marginal—ventures 
would still be lower than if there were no tax. In a progressive 
economy where new ventures (and new firms) are needed to maintain 
private investment this ‘ modified’ income tax would still deter such 
investment.! Only in so far as we wish to carry private investment 
through reinvestment of profits can this method be said to achieve 
its aim. 

(c) In former discussions the view was put forward that a sub- 
stitution of a ‘small’ flat annual capital tax for part of income tax 
would stimulate risk bearing, as it would bear more heavily on ‘ safe’ 
than on ‘risky’ incomes. At the same time an imposition of a capital 
tax combined with a reduction of taxes on incomé would tend to reduce 
the tax burden on earned income, thus, in so far as it is possible, 
stimulating the effort of the people who cannot be assisted by being 
assessed on normal instead of actual incomes. Unfortunately, such 
a capital tax might also have some discouraging effects. A progres- 
sive capital tax may in general lead to dissaving except when the 
demand for future security of the taxpayer is very strong and his 
capital is not enough to quieten his fears. If capital taxes were levied 
on the basis of censuses so infrequently undertaken that the conscious 
connection between the variation of the wealth and of the tax were 
broken would risk bearing in this case remain unaffected. The tax 
would then assume the character of a ‘ poll tax on property.’2 Such 

1 It would be difficult to devise methods to avoid this effect without opening 
loopholes for abuser 
_* This discouraging effect of capital taxes seems to have been overlooked by Dr. 
Kalecki (Economics of Full Employment, op. cit. p. 54), and also by Professor Hicks 
(Taxation of War Wealth, p. 353). On the other hand 1t was shown by the former 
that some of the discouraging effects of highly progressive taxation can be reduced 


by an appropriate management of profit margins, e.g. E.P.T. can only be considered 
as a deterrent to efficiency if total profits were above the standard basis of the tax. 
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tax would, however, be obviously unjust and impossible to introduce. 

The contrary view disregards the fact that the aim of the risk 
bearer is not merely to increase the yield of his investment (which is 
the expression by the valuation of the Stock Exchange of the fact that 
the capital has been committed to a risky enterprise). Dynamically 
the ‘inside’ risk bearer hopes for capital gains, especially if he is a 
promoter. In that case a capital tax, especially if progressive, will 
have a deterrent effect on risk bearing even if of a somewhat milder 
character than an income tax which yields the same amount. The 
tax could in theory be differentiated according to risk, t.e. safe and 
liquid assets could be taxed more heavily than risk-bearing securities, 
e.g. Shares, but however attractive this proposal is on paper it can 
hardly be administratively practicable. 

(d@) Finally, we must discuss the problem of E.P.T. during the 
transition period. There have been proposals during the war to 
decrease E.P.T. partly to restore the profit incentive, partly to enable 
industry to accumulate reserves for post-war finance. These proposals 
usually disregarded the fact that E.P.T. was reduced by 20 per cent, 
though only by way of giving deferred credits for post-war use. Never- 
theless it is probable that entrepreneurs tended to disregard this form of 
“enforced saving’ from the point of view of incentives as much as 
labour disregarded ‘ post-war’ credits. With income tax at war-time 
rates, abolition of E.P.T. would still have meant a 50 per cent tax on 
profits, hardly enough to restore the profit incentive to efficiency, 
if under war conditions this incentive would not have been paralysed in 
any case. As long as (potential) demand far exceeds supply and profits 
would, failing a strict control of consumption, production and prices, 
rise violently it seems unlikely that the ‘normal’ price and profit 
mechanism would by itself ensure efficiency. On the contrary, as 
Mr. Kalecki pointed out the method to enforce efficiency—irrespective 
of E.P.T.—was to reduce profit margins so that even standard profits 
could only be earned by energetic managerial action. 

The 100 E.P.T., moreover, need not necessarily restrict the income 
of people who are actually in charge of production (indeed, by way of 
the notorious expense allowances, etc. it may substantially increase 
it), it merely ensures that higher money rewards are not paid to people 
{shareholders) who do not contribute (gua shareholders) to the increased 
effort. As long as demand far exceeds supply the risks of capital 
investment remain eliminated. 

Quite apart from its psychological importance, the case of a reduc- 
tion of E.P.T. during the war has not been made out. 

In the transition period the problem will change. On the one hand 
it may not be possible to retain the strict control over prices which 
in war might (and in certain cases actually) have prevented E.P.T. 
from having a wholly deleterious effect on incentive and efficiency. 
At the same time the injustice of an arbitrarily fixed ‘ datum ine 
for standard profits increases with the passing of time. The present 
system of E.P.T. implies a dangerous contingency. Firms with E.P.T. 
reserves will not only be able to use 20 per cent of their E.P.T. payments 


1Cf. note ® above. 
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to restart their businesses, but can reclaim E.P.T. payments im toto 
to the extent that they fail to earn their standard profits after the 
war. Thus a firm could eliminate its less fortunate competitors who 
were not able to accumulate tax reserves by relying on what amounts 
to a Government subsidy. Such firms could, moreover, accept export 
business at a loss, which represents an indiscriminate and haphazard 
subsidisation of our export trade. The menace of such subsidised 
competition will increase as the consequences of the war recede. 

On the other hand, shortages will continue and the normal incentive 
for efficiency will still not be provided by the price mechanism. It 
will also be unwise to encourage (luxury) spending by a rapid increase 
in distributed dividends, but it will still be possible to control invest- 
ment. There is no doubt, however, that British industry in the widest 
sense of the word urgently needs re-equipment. Under these cirum- 
stances the total repeal of E.P.T. and thus, a complete prevention of 
potential reclaims would be advisable. The tax could usefully be 
replaced by a steeply progressive Excess Dividend Tax and further 
possible inflationary effects weakened by a retention of the present 
rates of income-, and surtax. 


3. TAXATION AND SAVINGS. 

We shall have to discuss now the second effect of taxation on invest- 
ment through its incidental influence on the volume and distribution 
of savings i.e. the capacity for investment. 

(a) Stimuli to Private Saving. 

Proposals to give special concessions to stimulate undistributed 
profits in particular and upper class incomes in general to speed up 
capital accumulation suffer from grave objections. 

In a modern community which has sufficient administrative 
capacity and statistical knowledge, there is no justification for inducing 
the upper income classes to save by first permitting them to accumulate 
incomes sufficient to indulge in conspicuous waste. Most of the 
‘savings’ of the well-to-do were, already before the war, only quasi- 
voluntary in character. They were not made out of the available 
incomes of the rich. They consisted of profits ploughed back by the 
corporations. The proposals now in vogue amount to nothing less 
than that the State should further this process of involuntary saving 
by differentially low income tax. The experience in the U.S.A. prior 
to 1929 clearly shows that this method of financing corporations is 
socially and economically undesirable because it means that most if 
not all funds available to finance risky investment will short-circuit 
the capital market and thus increase the tendency to instability by 
paralysing such effectiveness in the rate of interest (price) mechanism 
as exists in the present long term capital markets. 

A second objection against the stimulus to corporate savings or 
undistributed profits is that it accentuates the trends towards monopoly 
and inefficiency. The proposal to decrease taxation on reinvested 
profits would mean that investors will prefer to back industries not 
by helping to finance new, but by buying shares in older units. It 
had become very difficult already before the war to obtain finance 
for the formation of new firms, because of the greater risk involved in 
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new ventures. Any such favour given to older establishments would, 
in practice, render the finance of new companies for the exploitation 
of new processes impossible. , 

Unfortunately, because of the increasing magnitude of capital 
equipment required for high technical productivity, the entry into 
most industries is in any case severely limited. A further differenti- 
ation in favour of the existing units would aggravate the tendency. 

-lhe third objection arises from the fact that if encouragement 
is given to increase the ratio of undistributed to total profits, these 
funds might be used not so much for the most productive outlet but 
for the strengthening of the position of the existing firms in their 
industry irrespective of current yield (probably with a view to reaping 
monopoly profits subsequently). 

Our analysis, supported by our statistical investigation of the pre- 
war position must lead to an unequivocal rejection of the proposals 
for a drastic reduction of direct taxation to increase savings. 

(0) The Establishment of Public Investment Funds. 

An increasing part of private savings has to be held in liquid form 
which cannot provide the financial basis for new investment, 7.e. in 
effect, for maintaining investment at a sufficiently high level. New 
Saving, in the main, is now made by the middle and lower income 
ranges, and if the social reforms are in effect carried out, will be in- 
creasingly so undertaken. These income classes, however, necessarily 
regard the safety of their savings as their first consideration, as they 
cannot afford to lose them in some risky ventures in the hope of high 
profits in others. The institutions which are responsible for these 
savings such as insurance companies etc., do not therefore feel able 
to take risks. Consequently they cannot finance the new industries 
or new processes. ; ' 

Yet it is essential, in the national interest, that investment in new 
processes and industries should be encouraged and financial provision 
found—for, if such investment is not undertaken, the rate of progress 
of the community is reduced as savings would have to be ‘ wasted’ 
on less productive investment. Here, then, there is an apparent 
contradiction between the need of the individual as a saver and the 
productive needs of the community, 7.e. the needs of the individual 
as a member of a community. This contradiction can only be over- 
come by the intervention of the State, which, by its guarantee, would 
transform a risky and unmarketable investment into a safe and 
marketable asset. . 

This does not mean that equivalent investment need be under- 
taken by the State itself. The finance of private firms can be accom- 
plished by the establishment of finance funds by the State. This is 
necessary also to safeguard the ‘ free’ entry of new firms into those 
industries which will not be nationally owned. Each of these funds 
should be limited in volume to permit effective control and entrusted 
to an automonous Board for admistrative purposes. _ 

These funds would not only provide (loan or equity) capital for 
new private ventures—a function which has not, since the last war, 
been satisfactorily discharged by private investors or institutions— 
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but should also help in the finance of capital extensions. The 
financial inter-relation of dominating interests now render this difficult 
for small and energetic new businesses (even if there were institu- 
tions sufficiently strong to handle technically this type of business). 
The attendant risks and costs are far too high for private enterprise. 
One method of providing part of the capital is to extend the principle 
of trading estates and lease factory buildings at attractive rates to 
small firms which can then utilise the whole of their capital for the 
provision of plant. 

Both privately financed and State financed private investment 
as well as direct State investment will have to be under the control 
of a responsible Minister (for Employment) who will have to determine 
the volume and direction of investment to be undertaken in each of 
these three categories, on the basis of general statistics available on 
available productive power, consumption, terms of trade, etc. so as 
to achieve full employment on the one hand and on the other to provide 
funds for sustaining the necessary home and foreign investment. 

(c) Conclusions. 

There is no inherent contradiction between a better distribution 
of the national income and wealth by taxation and the maintenance 
of a high incentive to risk bearing. The apparent contradiction is 
the consequence of the historical evolution of the British tax system 
and could be overcome by appropriate tax reform and compensation 
policy (Part 2). 

Tax reforms can and should be used as an essential method to 
establish an economic system in which business cycles do not occur. 
As long as the community is poor this should be done by using the yield 
of progressive taxation to promote (public and private) investment 
through the formation of public investment funds. This is necessary 
also in order to stimulate enterprise and be able to reorganise industry 
by permitting technical ability to reassume leadership which it increas- 
ingly lost before the war. Once the community is sufficiently 
equipped it could be utilised to increase social services and/or personal 
consumption by subsidies (Part 3 6). 

Attempts to stimulate private investment directly are likely to 
have undesirable effects, in increasing the tendency towards monopoly. 
Alternative policies which hope to increase economic progress by 
stimulating private saving and/or undistributed profits would certainly 
have unfavourable social effects because they would not only have 
the former effect but would have to rely on measures (i.e. reducing the 
progressiveness of taxation) which incidentally unnecessarily stimulate 
conspicuous wasteful expenditure by the rich and are likely to increase 
economic instability in the longer run (Part 3 a). 

The establishment of public investment funds would permit a 
deliberate planning of the rate of investment irrespective of the distri- 
bution of national income and the full use of private entrepreneurs 
in their managerial capacity without undue rewards. In a society 
which rejects a sudden complete nationalisation of all means of 
production but nevertheless wishes to attain a more equal distribution 
of the national income this method seems to provide a full solution. 

T. BaLoGu. 
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WAGES AND RISK-BEARING. 


I 


Risk-bearing has for a long time taken an important place in the 
theory of distribution. In order to induce people to supply this 
productive service, a reward has to be paid to them, and this reward 
is regarded as part of the ‘ necessary’ costs of production. It is this 
reward which partly explains differences in interest rates, while risk- 
bearing is made the basic explanation of profits in many current profit 
theories. 

With regard to interest rates the existence of a relationship between 
them and risk is at once obvious from the evidence available. In the 
case of profits the position is far less clear, or at any rate, is not easily 
verifiable. Firstly, detailed statistics about industrial profits (specified 
for each industry) in this country do not exist and can therefore not 
be correlated to an index of risk—assuming that such an index could 
be constructed. Secondly, risk-bearing is used as an explanation of 
differences in ‘normal,’ 7.e. competitive, profits; but a large and 
increasing part of profits today is in the nature of monopoly profits. 
And in the case of monopoly profits the position is just opposite to 
that of normal profits: the higher the degree of monopoly the higher 
the profits tend to rise and the safety of the firms in the monopolistic 
industry tends also to be greater. Thus even if statistics of industrial 
profits were available the impossibility of separating normal from 
monopoly profits would still hamper any investigation. 

But it is not only the owners of capital who have to face risks ; 
labour, too, is exposed to risks. Risks in this connection have been 
rather neglected in economic theory, but it has been realised that if 
there were free movement of labour, people would avoid occupations 
which are dangerous or where unemployment and wage fluctuations 
are frequent. Wages there would have to rise until the ‘net 
advantages’ in all occupations were equal.? In so far as free move- 
ment does not exist this tendency will not be able to exert itself. 

We shall now try to find out whether actually such a positive 
relationship between wages and risks exists or not. The main risks 
which workers have to face are occupational mortality, industrial 
diseases, fluctuations in wage rates and unemployment.’ We shall 
test the correlation between the wages of 29 different occupations given 


1 It seems to the writer that if the relationship between ‘ normal’ profits and risks 
could be tested the result would probably show a high correlation between profits and 
risks in the long run wherever large amounts of capital are involved, i.e. where the 
investors are usually well informed and under no particular pressure to invest their 
capital quickly in order to obtain a livelihood ; this correlation may, however, be 
absent in the short run (and, owing to the longevity of modern capital equipment 
the short period may extend over a large number of years) because under-employ- 
ment and imperfect mobility of capital resources hampers the necessary adjust- 
ments. On the other hand in the case of small businesses, like retailing of 
various kinds, small farms, and even small manufacturing establishments, where 
the investors do not enjoy the above-mentioned advantages, such a correlation will 
be non-existent or negligible. Indeed, the position of this secoad group may not be 
dissimilar to that of labour. 

2 See, for instance, Dobb, Wages, pp. 110—11. 
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NoTEs TO TABLE I. 


is Columns (a) and (2) are derived from Table 1 in The Registrar-General’s Decennial 
Supplement for England and Wales, 1931, Part Ila, Occupational Mortality. 

The figures in column (2) represent the number of registered deaths in 1930-32 
of the corresponding occupation per 100 standard deaths (i.e. the effects of varying 
age incidence have been eliminated.) An index of 100 means therefore that mor- 
tality in this group is the same as for the (male) population as a whole, while a 
higher figure indicates a supernormal, a lower figure a subnormal death-rate for 
that occupation. 

Column (a) classifies each of the occupations, Class III representing Skilled 
Workers, Class V Unskilled Workers, and Class IV occupations intermediate between 
these two groups. 

Column (3) is derived from column (2) by dividing each of the items there by 
the standardised mortality ratio of the class to which the corresponding occupation 
belongs. These ratios are derived from Table E on p. 20 and are: 97 for Class III, 
101 for Class IV, 112 for Class V. 

Columns (1) and (5) are derived from the Abstracts of Labour Statistics of the 
United Kingdom, Nos. 18-22. Column (1) is an average of the wages ruling at 
the end of 1925, 1927, 1930, 1933 and 1936 in the London area.. Column (5) is 
the average of the quarterly percentage of insured persons recorded as unemployed, 
from 1925 to 1936. 

Column (4), using the same data as column (1), expresses the highest wage of 
that period as a percentage of the lowest wage. 

The index of seasonal variations in employment in column (6) is based on the 
book ‘‘ Seasonal Variations in Employment”’ by Christopher Saunders. Most of 
the index numbers in this column have been taken from Appendix I of this book, 
while the rest has been calculated on the same basis. These figures are the average 
of the monthly percentage deviation of the actual employment figures (insured 
persons minus unemployed) from the twelve-monthly moving averages of employ- 
ment for the years 1924-32. 

Since the descriptions of occupations in the various statistics are not exactly 
on the same basis, the figures in each row do not always cover exactly the same 
occupational field. But only those occupations were included in the table where 
these divergencies are probably not very considerable. 


in Table 1 and each of these risks with the exception of industrial 
diseases, the statistics for which could not be fitted into this study. 

Let us then proceed to obtain first the coefficient of correlation 
between wages and occupational mortality (col. 1 and 2). The result . 
is: r, = —=26 

We see that there is no significant correlation between the two 
variables, but in so far a relationship exists at all it is negative, 7.e. 
high wages are connected with a low occupational mortality and vice 
versa. 

There is, therefore, here no sign of a reward for this risk. This result 
is not altogether unexpected. For occupational mortality and wages 
do not stand in a simple relationship of cause and effect but are inter- 
dependent. While we may assume that a higher occupational mortality 
will lead to a higher wage-level, we may also expect that a higher 
wage-level, and the higher standard of living and health that goes with 
it, will lead to a lower mortality. 

To exclude this second factor as far as possible the following 
procedure was adopted. The Registrar-General’s Report on Occupa- 
tional Mortality divides the whole population into five social classes, 
starting with Class I, representing the professional and generally well- 
to-do section of the population, and ending with Class V, representing 
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Labourers and other unskilled callings. For each of these social 
classes the standardised death rate is calculated and thus the influence of 
social class and hence, in a general way, of income level on mortality 
is shown. In column (a) of Table I we have shown the social class 
to which each of the 29 occupations belongs, and in column (3) 
we have the figures of column (2) (occupational mortality) 
divided by the class mortality of the corresponding social class. In 
this way the figures of column (3) show occupational mortality but 
exclude to some extent the effect which the wage-level as such exerts 
on mortality. If we now correlate columns (1) and (3) we obtain: 


r, = — .16 


As we should have expected, r, is (relatively) greater than 1, 
but the result is still the same: the risk of occupational mortality 
has no discernible influence on the wage-level (unless we make the 
assumption that this influence is cancelled by other factors). In this 
case the absence of a relationship may be mainly due to the ignorance 
of the workers as to the existence of these risks. 

Let us see whether there exists any relationship between wages 
and fluctuations in wage-rates.2 Correlating columns (I) and (4) we 
obtain : 

ee cs 

Again the result is that no significant relationship exists, but that 
in so far any relationship can be found it is the opposite of what we 
should expect on a risk theory of wage differences, 7.e. high wages 
tend to occur with small fluctuations and vice versa. A partial explana- 
tion of this phenomenon is, of course, the effect of trade unionism. 
A strong trade union will be able to obtain high wages as well as to 
resist frequent changes in the wage-rates. Trade unionism may also 
have an influence on the relationship between wages and unemploy- 
ment, if wages are kept up by limiting entry to a trade. 

Finally, we turn to the relation between wages and unemployment. 
From columns (1) and (5) we get: 


ty = —*.27 

thus arriving at the same conclusions as before. Against r, it might 
be objected that we have thrown together skilled and unskilled workers, 
and that the result is due to the fact that the latter group is notor- 
iously a large pool of people from all sorts of sources and that in their 
case low wages and high unemployment are the rule. Though this 
fact is in itself significant and important for our considerations, its 
effects can be excluded by correlating wages and unemployment for 


the twenty occupations of Class III, i.e. of skilled workers, only. 
Doing this we obtain the strange result : 


tT, = = (61 


? As the wage rates paid to workers in the three different social groups overlap to a 
considerable extent, even this method does not overcome the difficulty completely. 
* Here only 27 items are correlated, as in two cases—Linotype Operators and 


Navvies—wages are only given for 1936 and no fluctuations could therefore be 
calculated. 
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Inspecting the scatter diagram, however, it becomes obvious that 
this high negative correlation is almost entirely due to the influence 
of three occupations—Ironmoulders, Shipwrights and Shipjoiners— 
where the continuous depressed conditian of their trade led to low 
wages combined with abnormally high rates of unemployment. 
Excluding these three occupations, the correlation coefficient becomes : 

tye =). 13 
and our result is not fundamentally different from the one we obtained 
for the whole group. 

It may, however, be objected against the last point that in a period 
of depression, and with a low mobility of labour, one must expect 
higher percentages of unemployment to go with low wages for quite 
a considerable period. A further correlation has, therefore, been 
worked out, viz. that between wages and seasonal variations in employ- 
ment. Even if people might not be able to escape quickly the impact 
of the considerable structural changes which followed the last war, 
we should expect labour to avoid those industries which show a strong 
tendency to discard part of their labour force at certain times of the 
year. Yet, again, when we correlate columns (1) and (6) we obtain 
a result which quite obviously differs from that we should expect. 
For we get: 

22 


Li; 


The conclusion then, which we can draw from the preceding section 
is that ‘ risk-bearing’ is not rewarded in the case of labour, 1.e. it is 
not a ‘necessary’ cost of production. The bearing of these risks is 
a service provided freely by the workers. The reasons for this state 
of affairs are not far to seek. They consist partly of the ignorance 
of the workers as to the facts about risks, but the main factor is prob- 
ably the impossibility for workers to move from one occupation to 
another or from one place to another, because they lack financial and 
other opportunities to do so and stand under continuous pressure to 
take up work quickly without waiting and weighing alternative 
possibilities.1 Finally we must keep in mind that there are other 
factors reacting on wage differences, and that their influence may 
partly counteract the effects of risk on wages. 

When we look at this list of explanations we see that the fact that 
labour does not get a reward for risk-bearing does not lie in the nature 
of the case but is predominantly an institutional factor. Take the 
case of ignorance first. Every modern newspaper carries its daily 
financial columns which provide ample information for every investor 
where and how to invest to avoid risks or what he might expect in 
order to be recompensed for them. Can we imagine similar daily 
labour columns where workers are advised as to the various risks in 
different industries and occupations and as to the wage differentials 
that may be expected to make good these disadvantages ? Yet, 


1 Even if mobility is possible, the new risks created by breaking up old connections, 
leaving low-rent houses, etc., are often greater than those one may try to escape. 
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there is nothing absurd in this idea and, under conditions of full 
employment, it may greatly help labour to get a reward for risks. 

In the case of mobility, too, a change of institutions would greatly 
increase the mobility and variety of choice of labour. Availability 
and relative steadiness of jobs in conditions of high and stable employ- 
ment will tend to eliminate many obstacles to spatial and inter- 
industrial mobility and to give, at least to the unskilled or semi-skilled 
workers, a wider choice of occupations and a chance of considering the 
risk factors in the various types of occupation open to them. The 
pressure of unemployment swamps all the other risk factors which, 

“according to the classical view, would bring about differential rewards 
to workers. 

Moreover, the anticipated (ex-ante) risks of say, fluctuations in 
wage rates and employment, may differ appreciably from the actual 
(ex-post) risks. Both workers and employers may misjudge the 
prospects of an industry or their expectations may be falsified by 
economic policies in this country or abroad. Unfortunately it is 
well-nigh impossible to measure anticipated risks and hence we were 
forced to evaluate the ex-post risks. 

All these points lead to a final consideration which is of fundamental 
importance to the theory of distribution. Since Clark’s ‘ Distribution 
of Wealth’ was published, the usual approach was to explain the different 
types of income in terms of their productivity. Now this is certainly 
an important first step if we want to understand why people are 
prepared to pay certain sums to the factors of production. But it is 
not sufficient. For we do not only want to know, if we care to have 
a full understanding of the distribution of the national income, why 
people are prepared to pay for certain services, we also want to know 
how it is that certain services have their particular productivity (in 
terms of value, of course), 7.e. what the reasons for their scarcity are. 
To explain certain aspects of normal long-run profits and margins 
between interest rates as a reward for the productive service of risk- 
bearing is an important first step. But the next step, which is at least 
equally important, is to find out why, for instance, in the case of labour 
risk-bearing is provided freely and is not charged for. That is, we 
have to find out how far certain services are as productive as they are 
simply because the providers of these services have a greater ‘ power 
to withhold.’ Only if this second step is taken shall we be better 
able to recognise the relative character of ‘ necessary’ costs and what 
part institutional factors play in determining marginal productivity 
and the distribution of income. And this knowledge will be of great 
importance for a large number of questions arising from economic 
policy. 

K. W. RoruscHILp. 
Glasgow University. 


_ } This approach to the distribution of incomes in terms of monopoly and advantage 
is, of course characteristic of Marx and some of the writers who were influenced by 
him. See, for instance, M. Dobb, ‘ Capitalist Enterprise and Social Progress.’ 
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REPARATIONS AND RECONSTRUCTION. 


The article was written before the results of the Potsdam Conference 
were known. As it is purported to review the economic aspects of repara- 
tions in a general way, no attempt was made to bring it up-to-date by 
reference to the Potsdam decisions which sketch broad lines of policy, 
but leave much essential detail to be worked out by further ccnsultation 
and by the actual administration of the various zones. THE EpITor. 


Towards the end of the 1920’s economists in the defeated and victori- 
ous countries had arrived at some widely agreed conclusions about the 
mechanism of reparation payments. Of the two aspects of the 
problem, the levying of reparations internally and the transfer of 
reparations from one country to another, the latter was more fully 
discussed, but the former was by no means neglected. The Great 
Depression, which led to a suspension of reparation payments (before 
Hitler came to power) ended this discussion, which had filled many 
volumes, but it also gave rise to a fundamental reconsideration of 
economic doctrines. The new foundations were put to the test in the 
recovery period before the war and in many fields during the war. 
The purpose of this article is to restate in the light of our present 
knowledge the economic problems of reparations, from the point of 
view both of the paying and the receiving countries. 


I. THE LEVYING OF REPARATIONS. 

For the paying country the primary task is to free resources for the 
use of other countries. The methods by which part of the national 
output can be diverted to serve collective purposes are the same whether 
the community wishes to build up social capital, to pile up armaments, 
to wage war, or to pay reparations. The choice of methods will 
depend on the economic conditions and the targets of economic policy 
in the paying country. 

(a) Reparations out of Current Output. 

If the paying country is a going concern, where the worst ravages 
of war have been made good and the system is running at a reason- 
able level of efficiency and utilisation of resources, as, for instance, 
Germany did in the period 1926 to 1929, the usual method of freeing 
part of the resources for reparation payments would be to impose 
taxation. A national policy of taxation should attempt (a) to ensure 
a fair distribution of the burden of total taxation including taxation 
levied for reparation purposes, and (b) to choose that fiscal policy 
which promotes full utilisation of available resources and at the same 
time efficiency and effort. On both counts German policy in the late 
twenties was far from satisfactory; the. tug-of-war of the social- 
political forces of the Weimar Republic resulted in a compromise 
which gave neither steady employment nor a fair distribution of the 
burden of taxation. The slogans of ‘retrenchment’ and ‘living 
within one’s means,’ were however, not entirely of German making ; 
they were the accepted economic policies of the western countries. 
Only after the Great Depression did the power of the State to regulate 
employment become better and more widely understood. An intelligent 
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use of the State’s power of borrowing at terms largely determined by 
the State, and its power to adjust taxes so as to stimulate production, 
make the levying of reparations a less formidable task than it appeared. 
to public opinion in the twenties, which in one breath attributed un- 
employment to reparations and demanded ‘ retrenchment ’ economies 
because of the burden of reparations. It is now clear that the very 
obligation to pay reparations makes it desirable that all the resources 
(after reconversion) should be utilised fully so as to maximise the 
amount of reparations without undue hardship! for the paying country. 
When the German national income was RM 75 thousand million, the 
levy of 2 to 3 thousand million for reparations account would not raise 
serious internal problems; when the national income fell to RM 45 
thousand million, while tax rates were increased to meet the inevitable, 
and in fact rising, State expenditure, reparations represented a very 
heavy marginal burden. If State expenditure is fixed, the burdensome- 
ness of reparations grows disproportionately with a fall in national 
income. The paying country should therefore in its own interest, and 
in order to be in a position to offer heavy reparation payments, aim at 
full employment, and should have the power to establish such economic 
controls as are necessary to achieve this. Hitler boasted that he had 
spent in the five years before the war sorme RM go thousand million on 
rearmament, and the argument is perfectly legitimate that the German 
economy could, if it were still a going concern, transfer the resources 
devoted to preparing for war to the making of goods for reparations 
account and still maintain a moderately high and rising standard of living 
and the same high level of employment as it experienced in 1937. Ifit 
were argued that only Fascist methods and political terror could deliver 
the goods under Hitler, attention must be drawn to the substantial vol- 
untary contributions which the United States made to the common 
cause under Lend-Lease Agreements. In spite of mounting lend-lease 
supplies and rising war expenditure, the U.S.A. level of consumption 
rose during the war, because resources were large enough to meet both 
needs. To argue that lend-lease supplies entail unemployment or 
call for a general? retrenchment is obviously foolish as long as re- 
sources are unemployed. The same is true of reparations. There are 
no economic reasons why the paying country should not use all the 
economic policies of internal borrowing, redistributive taxation, or 
the stimulation of private and public investment to secure full employ- 
ment, and take all steps to increase efficiency in production and distri- 
bution which have been suggested in the western countries, provided 
always (as will become clear later) that the paying country has full 
control over its external balance of payments. 

However, so far we have discussed the problem of levying reparations 
under the assumption, which largely held good after World War I, 
that the German economy is a going concern, reconverted to peace- 


* As a form of political punishment tributes can, of course, be exacted which do 
not aim at maximising the contribution of the defeated country towards reconstruc- 
tion but aim at keeping the economy of the defeated country ina state of depression, 


* Though they may, and normally will, imply curtailment of domestic consumption 
of specific goods or sevices. 


time production, and working with normal efficiency. The situation 
after World War II will be different: the reconversion which after 
the last war was largely completed during the inflation has still to 
be done. Not a German but an Allied Government will determine 
German economic ploicy. The industrial machine is damaged and 
practically at a standstill, and the central administration has broken 
down. German output will therefore be for. many months if not 
years substantially below the pre-war level. Fiscal measures alone 
will be inadequate to share out fairly whatever supplies are available 
and still less to extract from such scarce resources goods for 
reparations, nor can they be relied upon to generate employment. 
The defeat has created bottlenecks all round which tends to make 
supplies completely inelastic in spite of mass unemployment. 

If the Allied Government were given the task of exacting from 
Germany the maximum contribution towards European economic 
reconstruction (after security requirements had been fulfilled) what 
policy should they adopt ? Speaking in economic terms, the answer 
is relatively simple. They must adopt the policies which guided all 
belligerents during the war and will guide some of them a long way 
through the reconstruction period: rationing for consumers and 
producers, production to be determined by social and political priorities. 
The operation of this policy requires (a) an effective administrative 
machinery, and (0) a centrally agreed production programme based on 
a clear determination of priorities. Both conditions are far from being 
fulfilled in Germany; but a beginning has been made to implement 
the policy. Administration is gradually being built up to the provincial 
level. Some basic industries, such as agriculture and coal-mining, 
have been encouraged by allocations of manpower ; emergency repairs 
to the transport system have been carried out; the production of 
specific goods for the occupying forces has been re-started and food 
rationing reintroduced. In an integrated industrial economy this 
piecemeal unscrambling does not yield high returns, and it may be 
necessary to give broader groups of priorities for the production of 
consumer and producer goods which can be started out of stocks. 
The goods produced should be bought by the Allied Government and 
either exported, the proceeds to cover essential imports, or go to 
reparation account, or be used for essential reconstruction (of transport, 
mining, agriculture) in Germany. 

The transformation of large amounts of ‘ blocked’ materials and 
semi-finished products into finished products mainly for sale abroad 
is the major contribution which German labour can make at present 
towards European reconstruction. If the stocks are not replenished 
out of sales proceeds, it will be a non-recurrent contribution ; if efforts 
are made to re-stock the raw materials consumed the process can 
continue. : : : 

As long as the output goes into the Allied Pool, little attention need 
at this stage be paid to the final decision about the strategic reduction 
of specific German industries. They can contribute goods into the 
European pool until their fate is decided. In this case reparations 
are paid out of current income. 
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(b) Levies of Labour and Capital Stock. 

There is, however, a special form of levying reparations which the 
Nazis used on a large scale, the levying of manpower for work abroad. 
In a period when manpower is short in various countries the net contri- 
bution of this forced labour may be of considerable value to the 
receiving country, while the economic (as distinct from the social) 
loss to the country may be small if this manpower would otherwise 
remained idle at home. Labour transfers become doubtful as an 
economic proposition, if, given employment, the productivity of this 
labour would be higher in the paying than in the receiving country,* 
and economically senseless if the receiving country has itself unem- 
ployed resources of a similar kind. Politically, labour transfers may, 
of course, be demanded even if they go counter to the economic interest 
of all the countries. It has also been suggested taking reparations 
by removing existing materials and equipment and to put them at the 
disposal of the victorious powers to be used in conjunction with 
domestic labour (while German labour is kept idle or in disguised 
unemployment) or with similarly exported German labour. The 
immediate relief for the receiving countries is obvious, but as it is a 
transfer out of stocks more can be expected only if stock depletion is 
subsequently made good in the paying country. The more equipment and 
materials are taken away now, the longer it will take before the paying 
country can deliver reparations out of current income. In any case 
this policy will tend to reduce the total German contribution towards 
European reconstruction in the medium run. Resources which could 
be used for producing goods will be dismantled, using up other resources 
in the process, and will be out of production until they have been 
re-erected and are operating on their new sites. The dismantling 
and destruction of plants making weapons does not, of course, detract 
from European reconstruction and must be carried out under all 
circumstances. There may be other cases where transfer of essential 
plant and equipment is economically justified, particularly if the net 
contribution of the transferred assets in the receiving country is greater 
than in the paying country. 

In this respect much will depend on the way in which a dismantling 

policy is administered. In a highly integrated industrial economy 
an unplanned dismantling may reduce total productive capacity by 
more than the sum of the individual capacities dismantled. If the 
transfer of equipment and labour are taking place simultaneously, 
lack of co-ordination between the two forms of requisitioning may have. 
even more serious effects, for instance, by transferring skilled workers 
of ‘permitted’ industries while leaving behind skilled workers the 
equipment for whom has been dismantled. Skilled workers in’ rail- 
way repair shops may be conscripted for road repairs abroad while 
unskilled labour is left idle, and transport repairs essential, say, for 
coal transport, are delayed. It needs something like a Gosplan 


1It may also happen that the priority of certain kinds of production for 
European reconstruction is higher in the conquered than in the victorious country 
In that case the non-transfer or the release of specific labour would be in the economic 
interest of all countries. 
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organisation to reduce the disintegrating effect of large-scale dismantling 
to a minimum—not in the interest of Germany—but in the interest 
of rebuilding prosperity 

However, some of these losses will be balanced by gains in the 
receiving countries and the net effect will depend on the degree to 
which and the administrative ability with which dismantling is carried 
out and how productively and quickly transferred assets are fitted 
into the economic structure of the receiving country. But there can 
be little doubt that from the point of view of vigorous reconstruction 
(and disregarding the fate of Germany), the policy of removing exist- 
ing stocks and equipment, if applied immediately and on some scale, 
is inferior to a policy which would use, to the full and without delay, 
all the existing resources of the paying country for essential production 
as long as serious shortages exist, and dismantle or transfer when the 
reconstruction period proper in Europe draws to an end. 

This line of reasoning presupposes, of course, that the purpose of 
reparations is to make good to the greatest possible extent and as 
speedily as possible what the war has destroyed and dislocated. It 
must be recognised, however, that Europe may be willing to forego 
economic advantages in order to gain political ends. The stripping 
of Germany’s productive capacity, irrespective of its economic conse- 
quences, may be justified on the ground that de-industrialisation is 
the only, or the safest,sway of preventing any future aggression on the 
part of Germany, and“+hat a temporary impoverishment of Europe 
and a permanent one o: Germany is a small price to pay for this end. 
The economist can only point out the economic implication of this 
policy, but has not special qualifications to discuss its political merits. 

To sum up: Reparations may be raised (a) by putting labour 
directly at the disposal of the victorious countries either by voluntary 
recruiting for service abroad or by some arbitrary methods of com- 
pulsion; (5) by direct requisitioning of part of the capital stock 
(materials, equipment and plant) of the defeated country ; or (c) by 
freeing part of the current output through rationing and restrictive 
licensing and through taxation. The economic criterion for method 
(a), which was not used after World War I, is the relative productivity 
and the relative state of employment in the paying and receiving 
countries. For most western countries, with the possible exception 
of France, compulsory labour is likely to be a short-period measure. 
Method (6), the direct requisitioning of capital stock, was partly carried 
out after the last war (rolling stock, merchant fleet etc.) It has the 
advantage of providing goods during the period of greatest shortage 
to the receiving country, but has the disadvantage that it is a non- 
recurrent item, that the total transferable (movable) property of a 
country is small compared with the wealth consisting of land, buildings 
and similarly fixed structures, and that the more drastic such transfers 
are, the longer it will take the paying country to make substantial 
contributions out of current income. Method (c), the skimming off 
of a part of current output, is likely to produce 'in the longer run the 
greatest results, but requires a restoration of the economic life of the 
paying country and will therefore contribute little in the short run. 


203 


In practice a combination of the three methods may be applied, and 
it will depend on the relative use which i:,made of them what amount 
of reparations can be exacted. 


II. THE TRANSFER OF REPARATIONS. 


It is not enough, however, for the paying country to free resources 
for the use of other countries; there must be a way by which goods 
and services can be delivered and taken over by the receiving countries. 
This transfer of resources is a two-sided business depending on the 
ability of the paying country to deliver more goods to the other countries 
than she receives from abroad, and on the willingness of other countries 
to take more goods from abroad than they send abroad. These inter- 
national aspects of reparation payments created considerable practical 
difficulties after World War I and gave rise to much theoretical dis- 
cussion, the general upshot of which seemed to be that reparations 
could only be paid in the form of export surpluses of the paying 
country. This conclusion is obviously correct, and much more could 
perhaps not be said in a setting which was dominated by laisser-faire 
ideas. In reconsidering the problem we must, however, investigate 
under what conditions the paying country can develop an export 
surplus and other countries a corresponding import surplus, or what 
policies the parties must adopt to make reparations a success, and we 
must also distinguish the international effects of the various forms of 
reparation payments. 

As to the forms of reparations, we have made in the preceding 
section a distinction between labour transfers, the transfer of part of 
the existing capital stock, and payments out of current output. The 
latter we must further subdivide into ‘reparations in kind’ and 
“reparations in currency.’ The transfer problems and the effects of 
the various kinds of reparations differ in many respects, both in the 


short and in the long run, although the underlying problem is the 
same. 


(a) TRANSFER OF LABOUR AND CAPITAL STOCK. 


When labour is transferred, services are exported, and the mainten- 
ance of the labour force in a state fit for work is equivalent to a corres- 
ponding import into the paying country. Transfer of capital stock 
represents an export, which reduces—temporarily, if re-industrialis- 
ation (though of a different kind) is permitted, permanently if restocking 
is banned—the productive capacity of the paying country, and 
enhances, with a time lag and not necessarily in equal measure, that 
of the receiving country. We have already discussed the economic 
implications of this policy for European reconstruction and must now 
look at it as a transfer problem. In the initial period capital transfers 
are likely to represent a clear export surplus since imports into the 
paying country will be practically zero. In the Western countries 
the shortage of labour and equipment may last for a couple of years, 
though it is bound to diminish as reconversion proceeds. If a point 
is reached where the capacity to produce exceeds demand for goods 
and services, the transfer of both capital and labour will become gifts 
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of doubtful value because foreign labour and goods do not add any 
more to the labour force employed in these countries but tend to replace 
home labour and output. In Eastern Europe the situation may be 
different, as we shall see later. : 

The political security argument for drastic de-industrialisation 
(see p. 203) is often blended, particularly in the Western countries, 
with the argument that an elimination of German industries would 
give new and wider markets to the industries of the victorious countries. 
The competitive argument taken as such is nothing but a new version 
of the beggar-my-neighbour policy, based on the assumption that it 
is easy for countries to grow richer at the expense of other countries. 
But our experience shows that depression breeds and spreads depression 
and that progress and prosperity in other countries helps to expand 
international trade. 

Only if total demand remained constant after the closing down would 
the argument be valid and even then the standard of welfare in the 
rest of the world might be lower (if, namely, the displaced industries 
were more efficient and sold more cheaply than the new industries 
which supplant them). For the transition period it can obviously be 
assumed that demand for all civilian goods will be very high and that 
investment to fill the gap left by the eliminated industries will be 
undertaken. That would undoubtedly be welcome in periods of 
underemployment, but it does divert resources from other reconstruc- 
tion jobs which could have been undertaken additionally if the closed 
down industries had been working for the receiving countries; The 
elimination of competitive industries is, therefore, a plausible demand 
of sectional interests but does not necessarily coincide with the interest 
of the national economy of a country. The economist can accept 
the political and strategic decision of de-industrialisation as a datum 
but he must query the sectional claim that this would be in the interest 
of national economies of the victorious and neutral countries in the 
medium or long-run. 


(b) TRANSFER OF CURRENT PRODUCTION. 


This was the main form of reparation payments envisaged after 
the last war. Let us assume that the problem of levying reparations 
internally, which at present will be determined by the Allied Control 
Commission, has been solved in the manner described in Part I of 
this article, in order to explain the transfer problem pure and simple. 

The precondition for the transfer of resources is, as we have seen, 
an export surplus of the paying country and a corresponding import 
surplus of the receiving countries. In order to achieve an export 
surplus the paying country must have adequate control over its foreign 
‘balance. The production for reparation accounts gives rise to Incomes 
without adding to the consumable supplies within the paying country 
thus producing a similar effect as an increase in investment ; part of 
the demand thus generated will tend to spill over into foreign markets. 
If left uncontrolled in a system of fixed exchange rates, it may extend 
not only to essential raw materials and equipment but also to all sorts 
of less essential or luxury goods and actually push imports above 
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exports. If the paying country is to guarantee an export surplus it 
must have power to restrict imports in a selective manner and to push 
exports by any legitimate means, by subsidies or devaluation or any 
other device which tends to stimulate exports up to the point where 
after covering essential import needs, the required export surplus 
is achieved. This was imperfectly understood after the last war, 
both in Germany and in the victorious countries, in the latter, because 
the conditions under which countries are willing or unwilling to receive 
reparations were not analysed; in the former, because—quite apart 
from deliberate attempts at evasion—a drastic control of foreign trade 
and finance did not fit in with the economic liberalism of the period. 

The transferability of reparations depends, therefore, not only 
upon the economic policies adopted by those in control of the paying 
country, but also on the willingness on the part of the receiving countries 
to accept goods and services. The willingness and ability of countries 
to accept reparations depends in the first instance on their state of 
employment. Goods and services rendered by the paying country 
are welcome, if they are not competitive with goods which could be 
produced directly or indirectly with home resources. This is the case 
for the economy as a whole only if home resources are already fully 
employed, and therefore, not free to produce additional goods, while 
effective demand is available to buy additional goods. This state of 
affairs which we experience, for instance, in a war economy or in the 
beginning phases of the reconstruction period, can be described as a 
“state of over-employment.’ Import surpluses are, therefore, welcome 
as long as the economy of the receiving countries is kept in a state of 
over-employment and the greater the tributes due the greater must 
be the over-employment to absorb them. 

In popular discussions these specific conditions which must be 
fulfilled to absorb reparations are very often overlooked. Why, it is 
argued, should it be difficult to accept free gifts? Would anybody 
refuse presents, if they were offered to him ? 

The difficulty lies partly in the selection and distribution of the 
presents among the members of the community, partly in the tradi- 
tional unwillingness of peace-time Governments to make presents to 
those who would accept them and yet continue to spend their full 
income. Let us assume first that the paying country handed over a 
pile of goods to the Government of the receiving country. How should 
the pile be divided up? In our Western system the only method would 
be to sell the goods and to use the proceeds for a democratically approved 
purpose: reduction of state debts, reduction of direct or indirect taxes, 
better social services, etc. Given an effective demand, which before 
reparations were delivered, was insufficient (or just sufficient) to employ 
the whole labour force, the sale of reparation goods, if successful, will 
divert part of the effective demand from home ‘produced goods and 
thus, in the first instance, throw home resources out of employment. 
Subsequent tax reductions will, of course, tend to reabsorb part of the © 
displaced resources, provided that the time lag between revenue from 
reparations and reduction of taxation is not so great, that a trade 
depression had time to develop meanwhile, and provided secondly that 
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tax reductions are distributed in such a way that they lead to increased 
spending (on consumption or investment). In other words, if presents 
are distributed in such a way that some people wish to spend_less (i.e. 
to save more) while more private or public investment is not forthcoming, 
the displacement of home resources will be prolonged and the com- 
munity ‘will not be better off as the result of reparation gifts. 

As a matter of fact, when reparations are demanded in currency, the 
Government does not take over a stockpile of goods (as we assumed 
provisionally above) but it is left to the paying country to sell whatever 
goods it can sell in the market of the receiving country and, provided the 
latter accepts an import surplus, to hand over part of the export proceeds 
to the receiving country. What kind of goods will enter the market will be 
determined by the relative demand and cost conditions of the countries 
concerned. Only those goods will be sold, the demand for which cannot 
be satisfied more cheaply by home resources. Demand may change 
and comparative cost condition may shift, tariffs may be imposed to 
protect this or that industry: the major burden of adjustment to 
produce for uncertain markets falls upon the paying country. The 
risk of investment for exports is, therefore, considerable for the paying 
country—even if the greatest risk, that of fluctuating underemployment 
in the receiving countries is eliminated—and may necessitate sub- 
sidising investment or subsidising certain lines of exports. A worsening 
of the terms of trade of the paying country will up to a point, and pro- 
vided adequate over-employment is maintained, benefit the receiving 
country and increase the burden for the paying country, if reparations 
are fixed in terms of the currency of the receiving country. On the 
other hand, the export stimuli which the paying country must apply to 
pay reparations introduce also an element of risk into the investment 
schedules of the receiving country, particularly if these stimuli are not 
merely a function of slowly changing technical conditions, but supported 
by State fostered rationalisation, currency manipulation and subsidies 
capable of more sudden and drastic alterations of comparative ‘ costs.’ 


(c) REPARATIONS IN KIND. 


Reparations in kind eliminate part of this risk for. both sides. They 
are long-term agreements which give a guaranteed market for certain 
products of the paying country and hence make investment for this 
purpose less risky, while the advance knowledge of the kind and quan- 
tity of reparation deliveries reduces the risk of competitive investment 
in the receiving country. Those exports which the paying country 
must obtain to cover essential imports will, of course, still seek markets 
in the receiving countries and elsewhere, and carry the normal export 
risk, but their effect on employment abroad (all countries taken to- 
gether) is neutral since they are balanced by imports. 

In order to facilitate reparations in kind or in currency and to reduce 
the export pressure on the paying country, which in some cases may be 
completely unable to secure the necessary exports (and hence imports) 
by means permitted by the victorious countries, it has been suggested 
that the paying country be furnished with raw materials by the re- 
ceiving countries which will be embodied directly or indirectly into 
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reparation deliveries. The value added in converting raw materials into 
finished goods on reparation account, constitutes in this case the net 
tribute of the paying country. Although this. procedure would be 
perfectly rational and undoubtedly facilitate deliveries of reparations, 
particularly in a phase where the export markets of the paying country 
are still narrowly restricted, the difficulties of assessing the appropriate 
amount of raw materials to be 1oaned for conversion and of supervising 
the proper use of these materials, though not insuperable, may present 
obstacles in adopting this policy. Something like this occurs, as we 
have seen, in the case of labour transfers when this labour force is 
maintained out of the resources of the receiving country. There is no 
reason to assume that the loan of raw materials for conversion would 
not under certain conditions increase reparation deliveries by putting 
to work labour on goods needed by the receiving countries which other- 
wise would not have been produced. It should be understood, how- 
ever, that reparations in kind are a devise for easing the transfer of 
reparations, that is, to enable the paying country to achieve an export 
surplus and the receiving country to accept an import surplus. Unless 
the receiving country creates a state of over-employment this import 
surplus will be unwelcome, whether the deliveries are specified (‘ in 
kind’) or unspecified (‘in currency’), because they will tend to replace 
home resources seeking employment. 


(d) TRIANGULAR TRADE AND THE CAPACITY TO ABSORB REPARATIONS. 


So far we have discussed the transfer of reparations as if the 
world consisted of one receiving country and one paying cointry. 
This is an over-simplification which we must now correct. The 
various receiving countries have different industrial and social 
structures and there are a number of countries (neutral and others) 
which will not be entitled to receive reparations. How will different 
types of receiving countries be affected by reparation payments and how 
will trading relations of the receiving countries with each other and with 
other countries develop under the impact of reparations ? 

Reparations are an economic blessing for countries—and for those 
countries only—which have more jobs on hand than they can com- 
fortably tackle with their own resources. The extent to which, and the 
period of time over which, this condition will be realised in the main 
reparation creditor countries depends entirely on the economic policy 
they pursue. Any receiving country has the power to create these 
conditions, but the probability that the requisite policies will be adopted 
in the various countries differs. To take the two extreme cases first. 
_ It seems likely that Soviet Russia, which already during the inter-war 
period developed along the lines of a target economy, will continue to 

industrialise and extend at a rate which exceeds a comfortable working 
of her material and human resources. Moreover, her social system has 
eliminated the interests of private capital and replaced the decision of 
the market by Central Planning. The Foreign Trade Monopoly of the 
Soviet Union can, therefore, easily plan to order those goods and 
services on reparation account which fit in with the overall plan of the 
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economy.’ Continued State-managed over-employment and direct 
central-planning of investment and consumption will make it easy for 
the Soviet Union to absorb reparations on a considerable scale and for a 
considerable period. 

The opposite would seem to be true for the United States. The 
American economy was persistently under-employed during the inter- 
war period; even in the war-time peak the over-employment was relatively 
slight for the economy as a whole and many observers expect unemploy- 
ment already during the transition period ; others expect high employ- 
ment for a relatively short reconstruction period and then, unless it is 
deliberately combatted by federal policy, fluctuating unemployment 
afterwards. Furthermore, the American economy tended to develop 
a variable export surplus, part of which was not re-lent on long-term, 
but covered by gold imports or fluctuating short-term lending, thus 
Areating a shortage of dollars. Finally, American policy is set against 
so-called discrimination in foreign trade, while the paying country, in 
order to fulfil its obligations, may have to resort to such practices, 
especially if it is a question of jumping the high American tariff walls. 

If the American economy tends to become under-employed again, 
not only will export surpluses be regarded as an essential prop to 
domestic employment, but also ‘ repafation goods’ imported into the 
country will be felt as annoying competition by the industries having 
unemployed capacities and lead to agitation for protection against 
‘reparation dumping.’ Further, more exports of the paying country to 
other receiving countries will be regarded as restricting—and will in 
fact restrict, if demand is constant—American export outlets. For, if 
the paying country were not under the compulsion to achieve export- 
surpluses for reparation purposes, the United States, or some manu- 
facturers, might rightly hope to capture some of the markets Which 
would otherwise be supplied by the reparation paying country. Un- 
employment at home and reliance on export.surpluses thus makes 
German reparations to,say, Soviet Russia, which would present no difficul- 
ties between the two countries, appears to be contrary to American 
private interests. For similar reasons the attempt to divert reparations 
from the receiving countries to other countries and to credit the re- 
ceiving country with a.corresponding capital asset, will fail when one 
or more receiving countries are under-employed, and particularly, if 
they are under-employed in industries competitive with the export 
industries of the paying country. The granting of loans out of repara- 
tion claims—like direct reparations—will work smoothly only if the 
original recipient is short of labour and equipment to satisfy the needs 
of other countries; for otherwise reparations will interfere with the 
potential exports and the prospective profits of exporting industries of 
the original reparation creditor countries. One need only to imagine 
reparation deliveries to South America out of the American quota to 
see that they would be regarded as detrimental as long as the American 


1 There is no centralised buying (at home and abroad) for a common plan of 
development in the social system of the western countries, where reparation goods 
enter through the normal market channels as determined by the independent 
decisions of innumerable individuals and may, therfore, hit the vested interests 
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economy suffered unemployment. Even at a high level of employment, 
changes in the kind of deliveries which throw part of the risk or burden 
of readjustment on the American economy might be resented, if positive 
steps are not taken to avoid sectional unemployment and to facilitate 
the adjustment. The voice of sectional interests against reparations 
of this or that kind has, of course, been loud in all capitalist countries, 
but it is bound to become louder and will be more readily listened to, 
whenever the receiving countries fall back into a depression. 

The case of Britain is, on our assumptions, an intermediate one: In 
contrast to the United States (a) the degree of over-employment in 
Britain is greater now and will be greater for a longer period, (5) the 
methods and controls by which over-employment can be maintained 
are more familiar here and what is more, employment policy has been 
officially accepted as a responsibility of the State, (c) Britain is a deficit 
country, buys more from other countries than she sells to them. 

Since, however, investment in Britain is likely to be largely left to 
private initiative, though regulated by overall controls, centralised 
buying even if it were retained, would have a more difficult job, to fit in 
reparations consisting mainly of finished and semi-finished goods ; 
sectional disturbances must be expected as a result of reparations. 
Moreover the maintenance: of a target economy over a long period, 
though within the range of practical politics, cannot be expected with 
the same degree of confidence for Britain as for Soviet Russia, because 
of the uncertainties inherent in a political democracy. 

Suppose then, that Britain releases for say, a decade, more effective 
demand that can be satisfied by British resources and fills the gap by 
drawing on German resources. Obviously this would be similar to a 
continuation of Lend-Lease in* peace-time with the difference that the 
U.S.A. contribution to winning the war, was a voluntary one, while the 
German contribution would be a compulsory one and not subject to 
some of the restrictions which are attached to Lend-Lease supplies. 
Goods received on reparation account could, for instance, be re-exported 
to the British Empire or other parts of the world. As long as world 
demand for all sorts of goods remains brisk, this would add to British 
exports, the proceeds of which could be used either to buy essential food 
and raw materials, to acquire anew capital assets abroad and thus to 
offset any increase in short-term indebtedness which Britain may have 
to incur in the reconversion period to acquire necessary imports, or at 
a later stage, to reduce Britain’s short term external debt. What pro- 
portion of reparations will be used to reduce the external net indebted- 
ness and how much to reduce the current deficit and to raise the British 
standard of living will be determined by circumstances, e.g. the pressure 
of Britain’s creditors, the state of demand abroad etc. But there can 
be no doubt, that as long as overemployment is maintained and the 
requisite controls to steer such a target economy are functioning, re- 
parations can be turned to the advantage of the British economy as a 
whole, though the rate of expansion of some British industries may be 
slower than it would be without reparations. In other words, at a lower 
standard of living the distribution of industries may be different from 
that at a standard raised by Heparetond ; asalllabour is, by assumption, 
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fully employed this is a question of deciding about th2 industrial struc- 
ture by the traditional means of protecting some ‘ desirable’ industries 
from the competition of reparations and of slowing down the rate of 
advance of others by exposing them to competition from abroad. 
The position of France, Holland, South Eastern Europe, etc. with 
regard to reparations can be analysed along similar lines. France 
imported foreign labour at varying rates during the inter-war period 
but for various reasons was lacking in vigorous industrial progress. 
Provided industrialisation really gets going, which is not certain under 
laissez-faire conditions, (and may mean a shift of French labour from 
agriculture to industry on the lines which Britain carried out in a fairly 
radical fashion in the rgth Century) France would be in need of both 
imports of manpower and capital, both of which could be provided on 
reparation account. Whether in the medium run France prefers to 
give employment to Italian and Polish labour, as before the war, hoping 
to assimilate them, or to German compulsory labour, is a matter of 
politics. Part of the capital for the industrialisation programme could 
certainly be supplied on reparation account, provided the tight French 
quota system is adjusted to take in the extra supplies. South-Eastern 
Europe—in contrast to France—suffers from a superabundance of 
manpower, which must be absorbed into industry to raise the standard 
of living in these areas. Planned industrialisation, which normally 
would require large-scale capital imports, would, therefore, make it easy 
for these countries to receive them gratuitously on reparation account. 


CONCLUSIONS. 

This survey, though necessarily incomplete, shows sufficiently that 
the ability and capacity of the various reparation creditors differs con- 
siderably according to the socio-economic structure of the receiving 
countries and the economic policies which they are likely to adopt 
within this setting. Internal unemployment and periodic depressions 
in a country reduce its capacity to absorb reparations, which then tend 
to replace home output instead of adding to it. But even mass-unem- 
ployment in one of the major receiving countries makes reparations a 
mixed blessing, because export surpluses of the paying country are 
then invading markets which the country with unemployment may 
wish to supply to relieve its unemployment. 

The apparent identity of interest in claiming reparation is a surface 
phenomenon; the real interests of different countries in receiving repara- 
tions vary in accordance with the economic conditions prevailing in the 
various countries. Or, to put it differently, to make reparations a success 
requires a positive employment policy on the part of the receiving 
countries and not merely a laissez-faire wait-and-see attitude. Repara- 
tions impose distinct obligations and policies on the paying country, 
which we discussed in the first section of this paper, but equally clear 
obligations on the receiving country, because they are a two-sided trans- 
action and part and parcel of international trade. For the economist 
the levying of reparations is a special case of what we are now used to 
call war-economics or the economics of a target economy, and the 
transfer of reparations is nothing but a special application of the theory 
of international trade. 
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If economic considerations alone determined reparation policy, i.e. 
if the aim were to obtain maximum contributions from the paying 
country for reconstruction and industrial expansion, and if the receiving 
countries would initiate economic policies enabling them to absorb 
these contributions, the most advantageous method in the medium- 
run would be, to take reparations out of current output and to gear the 
economy of the paying country to rhaximum output. But firstly, 
economic considerations may and need not be the only or even the main 
determinants of reparation policy ; political considerations may make 
smaller contributions out of a smaller output of the paying country 
preferable to a full utilisation of its resources because the retention of 
economic power imparts under certain conditions also political power. 
Secondly, the policy gives maximum returns only over the medium or 
long period, while yielding relatively little until the economy of the 
paying country is working again. The policy of labour and capital 
stock transfer gives greater results in the short run and less in the 
medium run. Countries may prefer to have less but to have it im- 
mediately than to have little immediately and largish amounts later. 
Thirdly, and partly connected with the above argument, many of the 
receiving countries may be reasonably sure of conditions of over-em- 
ployment (i.e. scarcities) in the short run, but very much less certain 
that they can—having regard to the social and political forces within 
the country—maintain a state of over-employment for a long time. 
Having learnt the lessons of the reparation experiment of the ’twenties, 
and not being sure whether they have learnt the lessons of the forties 
they may be inclined to forego greater, but more distant gains for 
smaller present ones, which can only be attained by transfer of existing 
stocks and labour. There is no a priori way of telling what potential 
increments in wealth countries will forego by sacrificing future income 
for ‘present income (from reparations), but in the author’s opinion, even 
a fairly ruthless transfer of existing resources will be small as compared 
with the contributions which could be made in a number of years out of 
current output. 

The speed of European economic reconstruction and the share which 
Germany and her satellites can contribute towards it depends, therefore, 
on the compromise which will be reached between the desire to eliminate 
the economic strength of Germany for security reasons and the desire 
to extract maximum contributions from her either in the short run (if it 
is expected that unemployment will recur fairly soon) or in the longer 
run (if countries are confident that they will be able to maintain a target 
of effective demand in excess of supplies out of available home resources). 
The latter policy would create a common interest in European recon- 
struction between the defeated and -victorious powers the former would 
continue the rifts of war for a considerable period. The final decision 
will rest with the statesmen who will have to assess the political con- 
sequences of the various possible policies and to balance them against 
the economic consequences, which alone were the subject of this article. 
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